Abstract. Recently it has often been claimed that globalization eases the job of central banks as it helps to tame inflation. This is used to argue that central banks (particularly the ECB, referring to the objectives as laid down in the EU Treaty) could or should reduce their efforts in the fight against inflation in favor of supporting the general economic policies of the governments. This paper takes a critical look at this argument, pointing to the structural changes associated with globalization and to the corresponding increase in uncertainty by which the central banks are affected. As an example of this, the increase in financial volatility is analyzed and explained as the result of optimal portfolio allocation, and its implications for monetary policy are discussed.
I. Introduction
Globalization is a widely used term but it is, in fact, rather vague. In the 1990s, it became a catch-all under which the ongoing trend toward a deeply integrated world economy with all its economic, political and even cultural dimensions was subsumed. (Only the economic aspects of globalization are regarded in this paper.) The increasing economic integration of the world economy is most visible in the growth of world trade relative to world GDP, and particularly in the tremendous growth of cross-border trade in financial assets. Advances in communications and information technology have been an extraordinarily important catalyst for the globalization process by permitting quick and easy completion of international transactions both in goods and financial assets. However, the current wave of greater global integration and interdependence is by no means a new phenomenon. A period of impressive global integration has been witnessed before, at least for capital markets, namely just about one hundred years ago. 1 A fundamental difference between both eras of financial globalization is, however, that in the first wave of globalization, international capital moved almost exclusively from rich to poor countries to finance long-term investments (''development finance'') whereas today cross-border capital flows are primarily motivated by hedging and risk sharing (''diversification finance'') (Obstfeld and Taylor, 2002, p. 57) . In contrast to the late 19th century, being a large creditor and a large debtor at the same time is nothing unusual nowadays, at least not for the advanced industrial countries (consider the U.S.).
Whatever era of globalization is considered, the benefits of the increasing integration of the world economy rest on the increasing degree of competition among firms, the international division of labor and the internationally efficient allocation of capital (cf. IMF, 1997; Citrin and Fischer, 2000) . Regarding the current wave of globalization, some benefits also rest on the increasing degree of competition among governments. It is argued that this type of competition forces governments to exercise greater fiscal discipline and ensures sound institutional and political frameworks, thereby exerting a disciplinary effect on inflation (Wagner, 2002a) . This contended effect of globalization on inflation is analyzed in Chapter 2 of this paper.
Yet, globalization has also raised serious concerns. Two problems in particular are usually put forth in association with globalization (Masson, 2001) . First, it is maintained that globalization both increases domestic income inequality and contributes to a widening of the gap between living standards in advanced industrial countries and developing countries. However, the theoretical and empirical foundations for these concerns are seriously questioned in the literature (see, for example, the discussion in Masson, 2001) . Second, it is argued that globalization promotes financial volatility (see IMF, 2003) . Openness to international capital flows and the international integration of financial markets do not only have their benefits but also seem to make countries susceptible to rapid capital flow reversals. As the recent experiences of emerging market economies have shown, openness to international capital flows coupled with weak financial markets may permit financial and balance of payments crises (some of them self-fulfilling crises unrelated to ''fundamentals'') to develop and impair real economic activity by requiring large output adjustments when flows reverse.
The problem of financial volatility is dealt with in greater detail in Chapter 3 of this paper. But instead of contributing to the already voluminous literature on the role of financial volatility in the development of crises, we focus on a different point. Recently it has often been claimed that globalization eases the job of central banks as it helps to tame inflation. This is used to argue that central banks (particularly the ECB, referring to its objectives as laid down in the EU Treaty) could or should reduce their efforts in the fight against inflation in favor of supporting the general economic policies of
